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INTRODUCTION

A. Education and Employment
Please state your name, positions, and address.

My name is Robert J. Michaels. | am Professor of Economics at California
State University, Fullerton, and Affiliate Consultant with Tabors, Caramanis &
Associates (TCA) of Cambridge, Massachusetts. My business address is 1440
N. Harbor Blvd., Suite 800, Fullerton, California 92835. My e-mail is
rmichaels@tca-us.com.

Please describe Tabors, Caramanis & Associates.

TCA is a firm of engineering and economic consultants with extensive
experience in the restructuring of the U.S. electricity and gas industries. The
firm 3 experts have testified before federal and state courts, state regulatory
commissions and the Federal Energy Regulatory Commission (FERC). TCA is
headquartered at 50 Church St., Cambridge, Massachusetts 02138.
Additional information on the firm is available at www.tca-us.com.

Please describe your professional background.

The following summarizes my biography, which is attached as Exhibit RIM-1.
I hold an A.B. degree from the University of Chicago and a PhD from the
University of California, Los Angeles, both in economics. | began my
professional career as Staff Economist at the Institute for Defense Analyses,
then in Arlington, Virginia, where | performed research in the mid-1970s for
the Department of Defense and other federal agencies. | then returned to
California as Associate Professor of Economics at California State University,
Fullerton, and was promoted to Professor of Economics in 1980. Since that
time | have also taught as adjunct faculty at the University of Southern
California 3 Graduate School of Business and in the Claremont Graduate
School 3 PhD program in economics. | currently serve as Co-Editor of
Contemporary Economic Policy, a peer-reviewed journal of the Western
Economic Association.

B. Consulting and Research

Please describe your background in economic consulting.

During the 1980s | began working as an independent consultant on FERC
proceedings and antitrust litigation in electricity. In that period | also

consulted on open access to interstate gas pipelines and advised the
Treasury of New Zealand on the competitive implications of electricity
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denationalization. In 1992 | joined JurEcon, Inc. of Los Angeles, where |
performed economic analyses of contract damages, international transfer
prices, and the merger between the Union Pacific and Southern Pacific
railroads. In 1994 and 1995 | testified as an invited expert at the California
Public Utilities Commission 3 (CPUC) initial hearings on electrical
restructuring. | also testified before the California Energy Commission on
issues in electrical market design. In 1996 | joined Hagler Bailly Consulting
of Arlington, Virginia (now PA Consulting) as Senior Advisor, while
maintaining my professorship and residence in California. My work for that
firm included an affidavit before the FERC on the Long Island Power Agency 3
takeover of Long Island Lighting Company. In 1998 | co-authored a
frequently-cited study of price spikes in midwestern electricity markets
during the summer of that year.

In 1999 1 joined Econ One Research Inc., a consulting firm in Los Angeles as
Special Consultant. In March and April of that year | authored three
affidavits, filed at FERC (Dockets No. ER98-2843-006 et al and
ER98-2843-007 et al), analyzing reports by the California Power Exchange
(PX) and Independent System Operator (ISO) on competition in the state 3
new electricity markets and on reform of Reliability Must-Run (RMR)
contracts for generators. Later in 1999 | testified on utility rate designs in
the CPUC 3 docket on post-transition electrical ratemaking. In 2001 | joined
TCA as Affiliate Consultant.

Have you ever testified before the Illinois Commerce Commission (the
Commission or ICC)?

Yes. In 1997 | submitted direct and rebuttal testimony in ICC Docket No. 95-
0551. The Commission requested that | analyze the potential impact of the
merger between Union Electric and Central Illinois Public Service Company on
retail competition in Illinois. Although lllinois at the time had retail
monopoly, the Commission was concerned about its effects on competitive
markets that were under consideration at the time.

Please describe your professional and research activities.

In recent years | have published numerous articles in both professional and
trade journals on the restructuring of the electricity and gas industries.
Among other outlets, they have appeared in Public Utilities Fortnightly, The
Electricity Journal, Natural Gas, Regulation, and Energy Law Journal.
Publications on the gas industry include
“The New Age of Natural Gas: How the Regulators Brought
Competition”’[Regulation, 1993]
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“‘Reducing Risk, Shifting Risk, and Concealing Risk: Why are there
Long-Term Gas Contracts?’’[chapter in J. Kalt and J. Ellig (Eds.), New
Horizons in Natural Gas Deregulation,1996]

(Co-author with Charles G. Stalon) “Decontrol of Wellhead Prices and
the First Wave of Gas Industry Restructuring”’[Chapter in A. Tussing
and B. Tippee (Eds.), The Natural Gas Industry, 2" Ed., 1995]

(Co-author with Arthur S. De Vany) “Market-Based Rates for Interstate
Gas Pipelines: The Relevant Market and the Real Market’”’[Energy Law
Journal, 1995]

“Preparing for Gas-Electric Convergence: Mergers or Alliances,””
[chapter in A. Faruqui and J.R. Malko (Eds.), Customer Choice: Finding
Value in Retail Electricity Markets, 1999]

I also participate frequently in public forums and gas and electric industry
conferences. | have at times organized and chaired them. My biography
(Exhibit (RIM-1)) includes a list of appearances over the past six years.
In March of 1996 1 testified on financial aspects of electricity deregulation
before the U.S. House of Representatives Subcommittee on Energy and
Power.

C. Purpose and Scope of Testimony
Please describe your role in this proceeding.

I have been retained by the City of Chicago to testify on the gas purchase
behavior of The Peoples Gas Light and Coke Company (“Peoples Gas’’or
“Peoples™), a division of Peoples Energy Corporation (“Peoples Energy?).
Specifically, I will testify on the prudence of Peoples "continuing choice not to
engage in financial hedging (to be defined below) when making those
purchases.

Please provide a summary of your testimony.

I begin by putting Peoples "behavior in the context of the gas industry 3
evolution. Since the 1980s gas has become both “€commoditized’”and
“financialized.”” In earlier times, local distribution companies (LDCs) obtained
their gas under long-term sales contracts with pipelines at inflexible prices.
Now they purchase nearly all of their gas on a short-term commodity basis,
or under longer-term contracts where prices change quickly with the
commodity price. Competitive gas markets provide numerous benefits to
both buyers and sellers, but many market participants wish to insulate
themselves from unpredictable fluctuations in prices. To do so, they actively

-3
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manage their gas storage and trade a wide variety of financial instruments
(futures, options, swaps, etc.).

Public utility regulators adapted to the volatility of competitive gas prices by
introducing purchased gas adjustments (PGAs) into the rate structures of
LDCs. PGAs changed rates paid by gas users to include amounts sufficient to
cover the costs of obtaining gas supplies. PGAs ensured the financial viability
of LDCs in the face of price fluctuations that they could not directly control,
and minimized the ongoing costs of the regulatory process by eliminating the
need for costly, repetitive ratemaking proceedings. PGAs continue to allow
regulators to examine the prudence of an LDC 3 gas acquisition practices,
and to order disallowances as necessary, in proceedings of limited scope.
Regulators may sometimes also introduce incentive regulation to reward
LDCs for successful efforts to reduce their costs. The effects of PGAs are not
invariably desirable ones, particularly for users who cannot avail themselves
of competitive suppliers. Depending on how they are administered, PGAs
can allow the regulated LDC to shift gas price risk away from its shareholders
and onto the LDC 3 users.

I next discuss some basic ideas about hedging and risk management that are
necessary to put Peoples “choices into context. In the recent past, the
industry has produced an increasing variety of “terivatives’’to meet the
increasingly complex risk situations in which buyers and sellers find
themselves. Price fluctuations are inevitable, but financial hedge instruments
are available to mitigate the harm caused by their unpredictability. Hedges
benefit users by lessening their need to adjust to price instability, while still
allowing prices to signal the markets overall supply/demand situation.
Hedging cuts the variability of price, though not necessarily its average.

Most buyers and sellers with large risk exposures hedge both physically and
financially, using exchange-traded and over-the-counter instruments.
Financial hedges are valuable because of their liquidity and their ability to
spread risk without requiring physical deliveries of gas, although those
deliveries are often possible.

With this background, | consider Peoples *failure to financially hedge its gas
supplies during reconciliation year 1999-2000. Futures prices prior to the
winter months were both rising and increasing in volatility. Between spring
and winter of 1999 Peoples used these higher, more volatile projected prices
both for long-term forecasting and in formulating its short-term operating
strategies. Peoples Energy 3 other divisions engage in extensive financial
hedging, as do many of Peoples "customers who arrange for their own gas
and take only transportation service from the company. The firms that
provided supply contract proposals to Peoples were explicit about their
hedging strategies.
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Regulated LDCs have been slower to engage in financial hedges than other
purchasers, sellers, and marketers of gas, probably due in large part to the
ability to shift some or nearly all price volatility risks to customers using PGA
mechanisms. Small customers in particular are exposed to volatility that
they cannot eliminate by their own actions, but that their LDC could. In this
context, effective regulation must do more than set rates that recover costs
and provide a fair return to investors. It must also provide incentives for the
LDC to produce at least-cost, and to adopt practices that a protected
monopolist might not need to try in order to maintain its revenues.
Elsewhere in the country, a substantial and growing number of LDCs have
responded to the risks of price volatility by utilizing financial hedges.

Even if spot and futures prices had been relatively stable, there would have
been little justification for Peoples "choice not to hedge. Futures prices reflect
only today 3 expectations and information, and cannot possibly incorporate
unforeseen events that will happen between now and the contract month.
Hedging protects against precisely those events. At least one other LDC in
lllinois —AmerenCIPS —saw the same data, chose to hedge, and its
customers were clear beneficiaries of the choice.

Peoples had no discernible reason to fear a disallowance by the ICC in the
event that winter cash prices turned out lower than the prices of the futures
that Peoples might have purchased. The ICC has no history of gas purchase
disallowances since the beginnings of competitive gas markets, and evidence
from its treatment of other lllinois utilities indicates that it is not averse to
hedging programs. The ICC has not objected to any known delivery or
storage strategy chosen by Peoples. Given the amounts at stake and the
volatility in the market, Peoples should have acted to moderate those risks
for its customers just as its unregulated affiliates did for Peoples Energy
shareholders. If, despite the Commission 3 history in this regard, Peoples
had a concern about recovering the costs of prudent risk management
practices, it could have pressed the Commission for a definitive ruling.

I conclude that Peoples should have engaged in a prudent hedging strategy,
on the basis of the facts and rationales discussed above. Inaction and
indifference were not prudent responses to the market data available to
Peoples that showed rising prices and substantial volatility. This conclusion
does not reflect “20-20 hindsight.””If hedging is allowed, it will in some years
yield prices to customers that are higher than would occur without hedging,
and the Commission should justifiably deny the requests of intervenors who
want to penalize LDCs in years when that happens. My recommendation that
the Commission affirm the value and acceptability of a hedging policy stands
regardless of the future of transportation programs for small consumers.
Large transportation customers can put their own hedges in place or look for
marketers with preferred hedging policies. Extending transportation
programs to small users and permitting marketers to aggregate their loads in
no way lowers the value of hedging for those who remain with Peoples.
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Does your testimony provide an estimate of any overcharges or damages
that resulted from Peoples “choice not to hedge financially?

No. The scope of this proceeding established in the Commission 3 Initiating
Order does not include the 2000-2001 winter heating season —the period in
which retail customers most acutely felt Peoples *failure to have a prudent
hedging strategy in place.

THE EVOLUTION OF HEDGING IN NATURAL GAS

Has hedging always been important in the gas industry?

No. During most of the gas industry 3 history, issues of hedging and risk
were of little importance to state regulatory agencies. Prior to the 1980s, the
supply chain for gas was quite different from today 3. Interstate pipelines
purchased gas in the field from producers and resold it to LDCs, passing
through its average cost. To fulfill their supply obligations, pipelines
purchased most of their gas under long-term contracts at prices that did not
vary. Thus pipelines paid predictable prices for their gas supplies and so did
LDCs, who passed the cost on to consumers. During the 1960s and 1970s
wellhead prices were controlled at levels that created shortages and fears of
supply exhaustion, with no short-term markets available for gas that traded
in interstate commerce. There was simply no major source of price
instability, and regulators were more concerned with deliverability risks due
to the shortages.

How have the gas markets evolved from long-term to short-term?

As the industry entered the 1980s, pipelines obliged to serve LDCs signed
“take or pay’’contracts with producers. As gas prices began to rise with
phased decontrols, industrial users consumed less and the pipelines found
themselves with surplus gas that they had to pay for. To deal with the
problem, that gas came to be sold in short-term markets and pipelines
changed from being resellers of gas to “dbpen-access’’transporters of it for
producers and LDCs. The short-term market thrived as gas production
expanded with the decontrol of prices and LDCs found that they could often
obtain their supplies more economically at short-term prices than under
long-term contracts with pipelines. As LDCs became responsible for
arranging their own supplies, deliverability risk diminished, but price risk
multiplied and LDCs faced prices that fluctuated as they had not in the past.
A new industry of marketers arose to reallocate risk and to facilitate
transactions in gas and in the pipeline capacity needed to deliver it. Risks
akin to those faced by LDCs were also felt by large gas users who in some
states had gained rights to make their own transactions with distant

-6-
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Q.

A.

producers and to use interstate pipelines and pipes owned by their LDCs to
effect deliveries.

How did the gas market3 participants adapt to these new risks?

Producers, marketers, and large users began to devise physical contract and
financial instruments to help hedge the near-term price risks that had
become endemic in the industry. Some were designed for individual
transactions or over-the-counter trades, but by the 1990s risk management
in the industry was dominated by the Henry Hub futures contract traded on
the New York Mercantile Exchange, which supported an active over-the-
counter market in customized risk management products. | discuss that
contract in more detail in Section V below.

Your previous answer did not mention LDCs. Why?

For reasons detailed in the testimony that follows, LDCs were, for the most
part, slow to adopt techniques of risk management that by the 1990s had
become common for almost everyone else that bought or sold gas in large
quantities. The principal factor in their disparate response was the effect of
purchased gas adjustment mechanisms.

THE REGULATION OF LDC GAS PURCHASING

What is the economic significance of a “purchased gas adjustment clause’?

Price regulation requires a lengthy and complex proceeding if regulators are
to ensure that consumers pay no more than the utility 3 prudently incurred
costs of service and investors receive an adequate return on their capital.
When expenses are stable and predictable, general rate cases typically take
place only at intervals that are several years apart.

During the energy crises of the 1970s, prices of all major fuels became
higher and less predictable. An LDC whose gas purchase costs were fixed in
an earlier general rate case might find itself taking losses due to price
increases that were beyond its control. The LDC might also be earning
excessive rates of profit because gas prices had fallen since its last rate case.
Regulators in nearly all states instituted purchased gas adjustment provisions
that allowed utilities to promptly change rates to account for fluctuations in
these costs. The PGA eliminated a need for frequent rate cases and rendered
the finances of LDCs more predictable.

Do PGAs eliminate the risk of such price changes?

-7-
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V.

No. They make the incomes of LDCs more predictable by passing some or all
of that risk to customers. Peoples“response to the ICC3 2001 Gas Price
Notice of Inquiry (Docket No. 01 NOI-1) acknowledges that:

... Peoples Gas and North Shore are not currently exposed to market
risk caused by changes in commodity prices. This is due to current
Illinois rate regulation, which allows for recovery of gas costs through
the purchase gas adjustment clause. (P. 35)

This practice shifts risk rather than eliminating it, and makes the bills faced
by Peoples “retail customers less predictable. If retail customers are averse
to risk, the PGA makes them worse off.

Do levelized customer payment plans mitigate the effects of the PGA
passthrough?

To some extent they lower the variability of customer bills. If part of the
LDC 3 gas supply is financially hedged, however, there will be less underlying
variability.

What other effects on customers might PGAs have?

It is possible that the presence of a PGA might encourage LDC behavior that
is detrimental to consumers. The LDC may not watch its gas supply costs as
assiduously if their passthrough is guaranteed than it would if passthrough is
less certain. Some research by economists has found higher production
costs for electric utilities that can automatically pass on their costs of
generator fuel and purchased power supplies than for utilities that cannot.*
HEDGING AND RISK MANAGEMENT

A. Hedging

What is a hedge?

According to an industry reference, “a hedge is a transaction entered into for
the purpose of protecting the value of a commodity or a security from

! See references in Robert J. Michaels, “Fuel Cost Adjustments: An Ildea Whose
Time Has Gone,””’The Electricity Journal 7 (Feb. 1994), 78-85.
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adverse price movement by entering an offsetting position in a related
commodity or security.’?

In many cases persons prefer greater certainty about the future and place a
premium on risk avoidance. If so, they can trade risks with others who are
less risk averse to achieve more certainty. However, like all scarce goods,
protection against risks carries a price. | pay a fixed premium to an insurer
to protect against fire, but choose not to insure against all risks because
doing so is too costly. Others take the opposite risky position, but must be
compensated sufficiently to make them take on these risks voluntarily. As in
other markets, both sides can benefit by the reallocation of risks.

Assume the price of a certain commodity that | need year-round is highly
volatile, i.e., it varies widely and unpredictably relative to its average. Can |
protect myself against risk by buying and holding the commodity for my own
use?

A physical hedge such as this can give partial protection. If | want to
consume bread at a uniform rate over the year, | can buy wheat when it
looks cheap, store it, and use it as time passes. | am protected from a
higher price in the cash market, but the protection is costly. First, | tie up
funds that could have earned a return elsewhere in a commodity that offers
me no financial return. Second, | still bear the risk that the market price of
the good will fall over the year.

A financial hedge such as an exchange-traded futures contract likewise can
only give partial protection. The purchaser of a contract pays its current
price for future delivery of the good. The price of that contract will vary over
its life as information (e.g., weather forecasts for a farm or fuel commodity)
accumulates. If I buy a futures contract and the cash price of the commodity
falls below the contract price, | have taken a loss in the same way that the
holder of storage inventory has.

If instead of paying a large amount of cash once a year and holding my own
inventory | contract with a seller who offers me my monthly requirements at
a fixed cash price per month, how has the allocation of risk changed?

A fixed-price contract such as this one does not remove risk. It shifts the
risk, and the desirability of shifting depends on the costs and benefits.
Unless spot prices are expected to fall substantially, the seller is likely to
charge a premium for the fixed stream since it must be compensated for

2 Fletcher J. Sturm, Trading Natural Gas: a Nontechnical Guide (PennWell Books,
1997), p. 32.
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bearing the uncertainty. If market price wanders from month to month, the
longer a fixed-price contract runs the farther the price is likely to be from the
actual market price. The buyer benefits if market price rises and loses if it
falls, but in either case a fixed-price contract stabilizes the seller 3 income.

Can hedging reduce the average price | pay for a product relative to cash
transactions?

There is no assurance that it will do so. In the physical buy-and-hold
strategy, | only buy because | expect higher cash prices in the future. | hope
to avoid paying more in the future by buying at what | think is low price
today. The person who sells the commodity to me has opposing
expectations — i.e., he or she believes that price will fall below the level we
settled on and selling to me avoids a capital loss. Prices that entail
commitments (e.g., for future delivery) incorporate both the buyer3 and
seller 3 differing expectations about market conditions that will prevail in the
future.

What hedging can offer is greater certainty about price, and that certainty
can increase with the complexity of the hedging activity. | can, for example
put a “tollar’’on price by simultaneously holding a put option (option to sell)
and a call option (option to buy) whose strike prices bracket an acceptable
range of variation. However low the market price, | can sell the good for the
strike price of the put option, and however high it is | can buy it at the strike
price of the call. The options themselves, however, are written by people
with expectations that differ from mine, and | must pay market-determined
prices for them.

B. Diversification
What other methods might one use to reduce price risk?

Another strategy is diversification. Diversification cuts risk because it allows
me to better avoid extreme outcomes. Assume | hold two investments
whose returns vary at random but are not highly correlated (i.e., good
performance of one is only infrequently associated with good performance of
the other). Only if both perform poorly do | take the largest possible loss,
whereas if | am specialized in only one, the probability I will take the largest
possible loss is greater. There is a decrease in the variability of the returns
because it is relatively more likely that one will perform well and the other
will not.

If I combine some fixed-price supply contracts with contracts that are
market-sensitive have | cut my overall risk?

-10-
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Yes. In the event market prices rise | am protected from their full impact by
the presence of a fixed-price arrangement for some of my supply. In the
event market prices fall, I am able to purchase some of my supply more
cheaply because | hold market-sensitive contracts. There is, however, a
tradeoff. The larger my holding of market-sensitive contracts, the bigger my
loss in the event market prices rise, and the larger my holding of fixed-price
contracts, the bigger my loss if market prices fall.

What are the gains if | use both physical and financial hedges rather than
rely exclusively on physicals?

First, there may be several types of risk that are of concern to me. In
addition to price uncertainty, events ranging from natural disasters to
supplier bankruptcy can produce deliverability risk for a buyer. If | am a
seller, | will be concerned that my counterparty will be unable to pay or
otherwise break its contract with me. Diversification among supply sources
and partial reliance on a stored inventory are physical hedges that can
reduce deliverability and counterparty risk.

Financial hedges, as noted above, are valuable methods for coping with price
risk, but they can also make it easier to adjust my risk exposure. Futures
contracts, for example, often trade in deep, liquid markets that allow me
quickly and cheaply to alter the risks | hold as my expectations change.
Depending on details of the situation I may want to hold a variety of hedge
assets — futures contracts can alleviate my concerns about price levels, but
to deal with volatility I might also take a position in options. In the event the
transaction between myself and one seller has certain unique aspects, we
may prefer to use over-the-counter risk management tools. These are more
customized than exchange-traded instruments and trade less extensively.

Isnt the use of financial hedges essentially speculation?

Speculation is frequently defined as a non-hedged position where a change in
a commodity price changes my wealth. The use of financial hedges is no
more speculative than the non-use of financial hedges. When | simply buy
and hold an inventory, I am speculating that market price will go higher, but
leave myself open to the risk that it will be lower, such that | could have
satisfied my needs more cheaply on a month-to-month basis. This strategy
is mistakenly viewed as non-speculative only because the onlooker sees no
specialized financial asset being traded.

HEDGING NATURAL GAS
A. Financial Hedging

-11-
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What financial hedge instruments are available for gas supplies?

The most important is the Henry Hub futures contract, traded on the New
York Mercantile Exchange (NYMEX) since April 1990. As gas markets have
expanded to include more transactions and more types of participants, the
use of that contract has risen rapidly. (See, Section VI below.) Contracts
exist for deliveries in each of the next 36 calendar months. The contract
quantity is 10,000 million British Thermal Units (MMBtu, approximately 10
million cubic feet) for delivery over the month in as uniform as possible a
stream at the Henry Hub, a confluence of pipelines in Louisiana. Other
instruments soon followed on the contract. In 1992, NYMEX instituted
options on gas futures. Alongside exchange-traded instruments has grown
an over-the-counter market in options and more complex derivatives such as
swaps.

Why would a utility located in Chicago want to make or accept deliveries at a
location in Louisiana?

A Chicago utility does not want to make or accept deliveries at a location in
Louisiana. The Henry Hub establishes a basis for designing risk management
tools. Only a small fraction of these contracts go to delivery. Instead, for
most buyers, sellers, and marketers they serve as protection against adverse
price movements. Traded through an exchange which guarantees
counterparties, they are a highly liquid tool for altering one 3 risk exposure as
market conditions change.

Even if it does not go to delivery in Louisiana, how can a futures contract or
other derivative help me deal with price risk for gas used in Chicago?

The difference between price at Chicago and price at Henry Hub is known as
basis. It fluctuates with changes in regional patterns of production and
demand, and with pipeline charges. Certain hedges allow producers or
consumers to cut basis risk. For example, assume | am a large user in
Chicago and have my supply hedged by holding a Henry Hub futures
contract. | still run the risk that the delivered price to Chicago will rise
relative to the Louisiana price. To protect myself, I can do an over-the-
counter basis swap. | buy the current value of the basis for the duration of
my transaction, promising to pay my counterparty a fixed amount per (e.g.,
month) and making the counterparty responsible for dealing with instability.

Can | use the futures contract to effect delivery in Chicago?

Yes, through a process known as Exchange of Futures for Physicals (EFP). A
buyer in Chicago who holds a futures contract and a seller wishing to deliver

-12-
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there can negotiate with each other to trade the contract for delivered gas.
The negotiation centers on the difference in value between the futures price
and the delivered gas. Approximately 90 percent of the futures contracts
that go to delivery are traded as EFPs.

B. Physical Hedging
Can an LDC hedge without using financial instruments?

Yes, it can handle some deliverability risk and some price risk with storage
strategies. However, especially as to price risk, storage strategies”
effectiveness is limited. Almost any gas purchase decision is determined in
part by considerations of risk. For example, leaving interruptible service
aside, LDCs are obliged to make arrangements that will keep sufficient gas
on hand for the worst weather conditions that can reasonably be envisioned.
They do so by choosing a mix of baseload contracts, swing contracts and
storage injections and withdrawals. This mix of delivery patterns and options
constitutes a physical hedge.

What other risks can storage hedge against?

Storage can also hedge price risk. When market price is high during peak
use season, releases from storage are an alternative to purchases. When
price is low, injections to storage are in order. The LDC may not have
perfect foresight, but this policy potentially allows it to lessen volatility. For
billing purposes, extractions from storage are usually priced at their weighted
average cost of the gas (WACOG).

Can storage and related policies hedge all price risk?

No. For example, unforeseen weather conditions can unpredictably change
storage conditions to adversely affect the LDC 3 financial position. The
company will often be able to change its risk exposure more quickly and at
lower cost by trading financial instruments rather than gas. Gas in market-
area storage (i.e., in or near the LDC 3 territory) may be far less liquid (e.g.,
there are fewer probable purchasers if the utility wants to divest it) than
financial instruments. Choices regarding storage may be important parts of
an LDC 3 risk management program, but excluding financial instruments
from that program needlessly eliminates a potentially important tool that can
benefit the LDC 3 customers and reduce risk for its shareholders.

13-



598
599
600
601
602
603
604
605
606
607
608
609
610
611
612
613
614
615
616
617
618
619
620
621
622
623
624
625
626
627
628
629
630
631
632
633
634
635
636
637
638

VI.

HEDGING IN REGULATED INDUSTRIES

Alfred E. Kahn, former head of the New York Public Service Commission and
scholar of regulation, has written that “{t]he traditional legal criteria of
proper public utility rates have always borne a strong resemblance to the
criteria of the competitive market in long-run equilibrium.”® How does LDC
regulation comport with the standard of a competitive market?

First, that standard underlies calculations of economic efficiency, i.e. least-
cost production and rates equal to the marginal costs of serving different
customer classes. In practice, regulators must consider more than economic
efficiency, for example the equitability of the rates and service obligations
they set.

Second, competition is about more than efficiency at a single instant. Over
the longer term a seller 3 survival may depend on its ability to minimize costs
and to adopt better technologies and business methods. For a regulated
monopoly, survival is usually less of a threat. Hence regulators must to
some extent monitor the effectiveness with which regulated firms are acting
to minimize their costs and to adopt proven, prudent new techniques. | say
“to some extent’’because there is also a proper role for managerial discretion
within the regulated firm, and a gray area between the proper subjects of
managerial and regulatory decisions.

Is LDC risk management an area that regulators should monitor for prudent
business behavior?

The best evidence that it is lies in the speed and thoroughness with which
financial innovations have spread through competitive, unregulated
industries. The techniques of futures and option analysis are now applied to
all sorts of commodity risk, and the range of financial derivatives available to
manage risk continues to grow.

What has been the pattern of adoption of the NYMEX futures contract?

The contract was introduced in April of 1990 and became the fastest growing
contract in the 123-year history of NYMEX.* Total open interest (number of
contracts in existence) is currently approximately 380,000 (up from 220,000
in 1997), allowing a deep and liquid market.> The contract3 price is the

% Alfred E. Kahn, The Economics of Regulation (reprinted edition, 1989), p. 63.
4 Foster Natural Gas Report, April 6, 1995, p. 17.

° Inside FERC 3 Gas Market Report, April 30, 2001, 11; Gas Daily, Aug. 18, 1997, 2.
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VII.

reference point for numerous over-the-counter instruments. | discuss the
adoption of financial hedging by LDCs in the next section.

HEDGING BY ILLINOIS LDCs
A. Hedges at Peoples Energy

What is your understanding of price risk management (hedging) at Peoples
Gas?

Peoples Gas, the regulated firm, does not actually trade in futures, options,
or OTC instruments. But, there are ways in which the company uses data
from financial derivatives of gas. Reported futures prices are important
inputs for near-term and mid-term supply planning at the company. Peoples
forecasts its gas costs using NYMEX futures prices, with accounting for basis
differentials (Response to Commission Staff Data Request ENG 2.013). The
company 3 “What 3 Best’’or “Gas Dispatch’’Model uses them in a decision-
making process to minimize costs in annual, seasonal, and shorter-term
applications. (Response to City Data Requests CTY 1.015 and CTY 1.017)

Do other affiliates of Peoples Energy engage in financial hedging?

Yes, in roles as both producers and users. In its 2000 Annual Report Peoples
Energy states that approximately 74 percent of production in its oil and
natural gas properties is hedged for the next 12 months by swaps and
options. (Annual Report at 28.) Peoples Energy views these properties
themselves as “providing the company a hedge against the effect of gas price
fluctuations on [its] other businesses.”” (Annual Report at 16.)

In its role as consumer, Peoples has hedged 7.3 Bcf of gas purchases for its
Elwood power plant, a joint venture with Dominion Resources. The program
is intended to “feduce price risk, stabilize cash flow, and extract maximum
value from its investment.””(Annual Report at 29.) Peoples Energy 3 total
hedged gas rose from 9.3 Bcf to 26.7 Bcf between September 30, 1999 and
September 30, 2000.

Finally, on page 3 of its 2000 Annual report, Peoples Energy notes that:

“In order to mitigate the effect of [extremely warm weather], last year
we acquired a weather insurance policy. This helped to soften the
effect of warm weather on our financial results for this year. Our
weather insurance program is in place for four more years to protect
shareholders when we experience extremely warm weather, while we
retain the opportunity to benefit when weather is colder than normal.””
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686 Insurance of this type can reasonably be considered a financial hedge.
687

688

689 Q. Are the benefits of that insurance policy flowed through to the bills of

690 Peoples “retail customers?

691

692 A. According to Peoples "Responses to the ICC 3 Notice of Inquiry on gas prices,
693 “{t]lhe insurance premium is paid by Peoples ’JEnergy and any settlement is
694 recorded on the parent company 3 books.”” | have found no documentation
695 of a process whereby retail customers enjoy any part of these benefits.

696

697

698 B. Hedging by Customers, Suppliers, and Other LDCs

699

700 Q. Is there evidence of financial hedging by Peoples "transportation customers?
701

702 A. I have no specific knowledge of customers or hedged volumes, but it is well
703 known in the industry that large users either manage their own hedges or
704 select marketers they deal with partially on the basis of their hedging

705 capabilities.

706

707 Q. Is there evidence of financial hedging by Peoples "gas suppliers?

708

709 A. Yes. Responses by nine major gas marketers (confidential documents) to
710 Peoples 71998 Request for Qualification are attached to the company 3

711 response to Commission Staff Data Request Eng 2.071. The RFQ explicitly
712 asked about risk management philosophies and tools that respondents

713 utilized. (Attachment 1, p. 4.) All respondents discussed their programs,
714 some at length.

715

716

717 Q. Is there evidence that Peoples was concerned about these risks?

718

719 A. The RFQ was issued in response to a proposed ICC fixed price order that
720 “vould shift the price risk, volumetric risk, and non-performance risk
721 and operations risk from the customers to PEC.”” (Attachment 3, p. 1,
722 emphasis in original.) Criteria used in the selection process for finalists again
723 included risk management (Attachment 3, p. 2), and points in favor of the
724 winner (Enron) included its being “fwl]illing to accept all risk associated with a
725 full-requirements supply contract.”” (P. 4.)

726

727 In its Response to City Data Request CTY 1.009, Peoples states that it

728 considers suppliers risk management abilities because suppliers with risk
729 management expertise can offer different types of pricing, and because

730 “Suppliers with poor risk management capabilities may be less reliable.””
731

732
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Are Peoples “customers protected by market-price-sensitive contracts that
are hedged by the suppliers?

No. Suppliers who hedge have taken actions to limit their own risk. As
noted earlier, the PGA protects Peoples from price risks. Peoples“customers
remain subject to the price risks associated with recovery of the market price
the company must pay for the gas.

How extensive are financial hedging activities of LDCs elsewhere in the
country?

The most recent data are available in a report from the American Gas
Association.® The Association surveyed LDCs regarding various aspects of
their operations during the winter of 1999-2000. It found:

“Forty-seven percent of the LDCs in the survey said they used financial
instruments to hedge a portion of their gas supply purchases during
the 1999-2000 winter. Of those responding, 22 percent said they
hedged more than half of their gas purchases, and 38 percent
reported having hedged more than 25 percent but less than 50
percent of their purchases. Fixed-price contracts were the most widely
used tool during the 1999-2000 winter heating season, with 58
percent of the LDCs using hedging strategies in the survey hedging as
much as 37 percent of the gas volumes delivered to meet their peak-
day requirements. Also, 30 percent of LDCs relied on options and
futures contracts to hedge their supplies. One company even reported
using weather derivatives as a hedging tool.”” (P. 12)

Respondents to the survey (a total of 73 LDCs responded) included many
large LDCs (including Peoples Energy), but information is only available on
numbers and percentages of respondents, not on volumes, hedged price
volatility in individual markets, or which markets "LDCs chose to hedge.

Do any other Illinois LDCs engage in hedging?

Yes, In AmerenCIPS "ICC reconciliation proceeding (Docket No. 00-0711) the
person responsible for gas supply and transportation testified on the
company 3 procurement practices. Mr. Scott A. Glaeser reported that the
company holds a number of firm supply contracts with producers, for
baseload, swing, and peaking gas. Their prices are based on published
indices and NYMEX prices. In addition, AmerenCIPS holds some fixed price

® “t DC System Operations and Supply Portfolio Management During the
1999-2000 Winter Heating Season,’’Energy Analysis 2000-03.

-17-



776
777
778
779
780
781
782
783
784
785
786
787
788
789
790
791
792
793
794
795
796
797
798
799
800
801
802
803
804
805
806
807
808
809
810
811
812
813
814
815
816
817
818
819
820
821
822

supply contracts and some of the supply contracts have embedded hedges.
As physical hedges the company relies on storage arrangements with
pipelines. The company 3 portfolio varies with the seasons: during the on-
peak period it purchases only firm gas, but during off-peak months spot-
market gas can be procured at acceptable risk levels. (Direct Testimony at
7-9.)

What are “embedded hedges’?

They are financial instruments contained within gas supply agreements. For
example, some of the gas in an agreement may be covered by an embedded
call option that puts a ceiling on its price over some period. Its structure is
the same as an exchange-traded call which gives its holder the right but not
the obligation to purchase gas at a predetermined strike price. Likewise, an
embedded put option might give AmerenCIPS the right to sell gas that it
does not want to take under the contract back to the supplier at a fixed
price. Mr. Glaeser described “tostless collar’’provisions in market-adjusted
contracts that cap the price and also specify a minimum that must be paid
per MMBtu regardless of the market price.

C. Peoples~Rationales for its Hedging Behavior
Does Peoples gas engage in financial hedging?

In response to Staff Data Request ENG 2.028, Peoples reports that it did not
enter into “any physical or financial contracts other than supply contracts
indexed to a market price.”” The company responds to Staff Data Request
ENG 2.060 by explaining that

... at the time [Peoples] was planning (spring of 1999) for the winter
period, projected prices showed little volatility. Accordingly, the use of
hedging instruments would not have served the objective of mitigating
volatility during the reconciliation period.””

Please comment on Peoples “rationale for not using hedges.

Peoples price projections during the spring 1999 planning period were no
more than NYMEX futures for the winter months. (Response to City Data
Request CTY 1.022.) Peoples concluded that they showed little volatility so
they chose not to financially hedge any part of its gas supply. (Response to
City Data Request CTY 1.022) Hedging would have brought lower prices
than actually occurred during the reconciliation period, but that outcome was
by no means guaranteed. Peoples also does not explain what it would have
done had NYMEX prices been unstable, as occurred later in the year.
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In fact, Peoples chose not to hedge during both periods of perceived price
stability and periods when the NYMEX prices were unstable. Peoples states
that it was not foreclosed from transacting in futures at the end of spring
(Response to City Data Request CTY 1.008), and that it observes futures
prices over the entire year (Response to City Data Request CTY 1.024). In
lllinois, AmerenCIPS saw the same data (but possibly made different
projections) and set a goal of hedging a significant fraction of their
purchases.

In your last answer, you made statements about price instability. How does
one determine instability?

One calculates the volatility of observed prices. For these purposes, Peoples
adequately defines volatility as “a rapid, unpredictable, short lived (up or
down) price fluctuation.”” (Response to City Data Request CTY 1.022)

You state above that Peoples concluded that projected prices showed little
volatility at the time it was planning for the 1999-2000 winter heating season
during the spring of 1999. Have you conducted any analysis of price levels
and volatility that calls into question Peoples "conclusion?

Yes. | and employees of TCA acting under my supervision collected data on
futures prices from industry newsletters whose data are often used in such
applications as contract indexation. The calculation took year-long “Strips™’
of futures covering the contracts ending in October 1999 through September
2000 (the Reconciliation Year). The prices of the twelve contracts in a strip
were averaged for each day the contracts traded, and volatility was
computed using the daily averages. Exhibit ___ (RIJM-2) graphs the volatility
of this futures strip between February and December of 1999."

What do you conclude about Peoples description of volatility in the spring of
1999?

Contrary to Peoples "conclusion, volatility in the Spring of 1999 fluctuated
widely. On March 4, the volatility of the contract strip was 8.7 percent
(0.087), and by March 31 it had risen by 85 percent, to 16.1 percent
(0.161). In less than another month, on April 28 that high figure had fallen
by over 50 percent to 0.074, only to rise by 111 percent to 0.156 on May 19.
Peoples *“projected prices’’are either futures prices themselves or figures
derived from them (Response to Commission Staff Data Request ENG 2.013).

"In calculating volatility, we took the standard deviation of the natural logarithms of the last
twenty days prices and multiplied it by the square root of 252, the number of trading daysin the
year. Thisisacommonly-used formulafor calculating annualized daily volatility.
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During the period when they were planning for winter 1999, these prices did
not show “tittle volatility.”” (Response to Commission Staff Data Request ENG
2.060.)

Were there any other substantial changes in volatility for the contract strip
prior to winter 1999?

Yes. In September 1999, volatility more than doubled, and then remained at
that higher level for the three ensuing months. A sustained change of this
size was unprecedented in the years since the deregulation of gas markets.
The increase in volatility is a phenomenon quite independent of any change
in the average price. Page 2 of Exhibit __ (RIM-2) shows that while price
was indeed rising between April and September, its instability is more
pronounced during and after September than before.

Is there evidence that Peoples made any response to this change?

| have seen none.

Peoples has expressed a fear that in the event spot prices fall below contract
prices the ICC will disallow those losses. Has the history of ICC policy
regarding gas purchase prudence seen substantial disallowances?

The ICC Staff NOI 3 Manager 3 Report states that since decontrol of gas and
pipeline gas markets began in the early 1980s, the ICC has never found an
LDC gas purchase imprudent. (The Citizens *Utility Board (CUB) also asserts
this in its reply comments (at 4) in the gas price NOI proceeding.) ICC Staff
has at least once in the past viewed a questionable hedging program as “an
honest mistake,””a position agreed to by the Commission. (NOI Manager 3
Report at 47-48) It is also not clear why the ICC would set higher standards
for financial hedges than it does for physical hedges such as storage, where
an LDC can make a mistake-in-retrospect by misjudging the future path of
prices in determining injections and withdrawals.

In the Gas Price NOI Manager 3 Report to the ICC (at 43, fn 21), Donato
Eassey of Merrill Lynch is reported as saying at a January 24, 2001
roundtable that “historically, for 13 of the past 15 years, you would have
been better off buying in the spot market because the spot market prices
were lower than the firm prices.”” Is this an argument against financial
hedges?

It is not clear what is meant by “firm”’in this context (normally the term
refers to a flow pattern rather than price fixity.) If it means fixed price, the
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statement is referring to an odd historical period. Wellhead prices peaked in
1984, and were on an almost uniform downward trend until recently. If the
general trend is downward, locking-in the spot price as of most dates is a
losing strategy. Unfortunately, no one ever was in a position to know in
advance that spot prices would fall for certain.

The choice between hedged and spot prices is not the same as the choice
between fixed and spot prices. If the market3 general expectation is that
prices will fall, the terms of hedge contracts will reflect that expectation. On
average we should see hedged annual bills roughly equal to bills at spot
prices but less variable. The relevant comparison is between spot prices and
hedged prices looking forward, not, as Mr. Eassey 3 statement suggests,
between spot prices and fixed prices looking backward.

Are there aspects of Peoples "system configuration that make financial risk
management impossible?

Peoples "Response to City Data Request CTY 1.001 states that there are
none. Its response to City Data Request CTY 1.002 goes on to state that
there are no aspects of its configuration that make physical risk management
preferable to financial risk management.

At the time when Peoples makes its forecasts of gas costs, is it foreclosed
from any type of financial risk management transactions?

According to the company 3 response to City Data Request CTY 1.008, no.
According to its answer to City Data Request CTY 1.010, the company does
consider hedging at the time it identifies its supply pricing options. In doing
so, it collects information on futures and forward prices. (CTY 1.011)

Are you aware of any petitions to the ICC by Peoples requesting an explicit
statement of policy regarding financial hedges in addition to the
Commission 3 orders accepting hedging in other PGA proceedings?

No, even though purchased gas is the single largest cost item and the single
largest risk faced by an LDC.

Are you aware of any ICC policies currently in effect that disfavor financial
hedging of gas supply costs?

No.
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VIIIL.

Are you aware of any changes in Peoples *hedging practices since September
1999?

I have seen no documentation of any such changes.

CONCLUSIONS

On the basis of your investigation, what do you believe that the ICC should
conclude about Peoples *financial hedging policies?

The ICC should conclude that Peoples should have financially hedged its gas
supplies in the past, and that it should do so in the future.

Doesn 1 this conclusion come with “20-20 hindsight,”’i.e. you have examined
the reconciliation year, determined that Peoples "ratepayers would have
saved if the company had hedged, and on that basis you favor hedging as a
policy?

No. In this testimony | have explicitly stated that financial hedging may not
lower Peoples *gas costs averaged over the coming years. If hedging were
no more than an activity that results in the same average price, it would
indeed be unproductive, but it does more. The massive growth in use of the
NYMEX contract and its derivatives by all sides of the industry indicates that
it is indeed producing a valuable service for them protecting against the
volatility of gas prices. Peoples“transportation customers often use
derivatives where Peoples does not, increasing their own costs compared
with those of Peoples “unhedged supplies. Even if ICC policy changes to
allow marketers to aggregate groups of small consumers, hedging will still be
valuable to those users who remain with Peoples, whether by choice or
default.

Please evaluate ICC Staff 3 position that “one disadvantage [of utility
hedging] is that reducing retail customers "exposure to price fluctuations in
the spot market reduces economic efficiency, which is one of the objectives
articulated in the Public Utilities Act’? (NOI Manager 3 Report, p. 44)

I have no opinion on the content of the Public Utilities Act. 1 do, however
question Staff 3 concept of efficiency. First, the customers most affected by
this proceeding do not see spot market outcomes until their bills arrive some
time after the fact. Second, there is an implicit assumption in the reasoning
that economic efficiency is exclusively in the domain of spot prices. If | must
make substantial investments of time and other resources to mitigate the
unpleasant effects of unstable spot prices, the value of price signals is not a
free lunch.”” By this standard, Staff should be critical of industrial
transportation customers and marketers who “tlestroy”’the value of these
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1006 signals by engaging in hedge operations and signing contracts that embody

1007 price protection, rather than closing plants and laying off workers on an
1008 unpredictable day-to-day basis.

1009

1010

1011 Q. Does this end your prepared testimony?

1012

1013 A. Yes.
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